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I. PARAGUAY: KEY HOONMIC INDICAIORS 


Percent 


Change 
Exchange Rate 


Official Export Rate 
Average Market Rate 


Income, Production, Employment 


GP at Gurrent Prices /1/2/ 1,391,577. 1,751,648 
GP at Constant 1982 Prices /1/2/ 766,382 733,428 
Per Capita GP (constant prices- 

guaranies ) 218,966 203,730 
Minimm Wage (Guaranies/month) 52,230 72,090 
Labor Force (Thousands) 1,279 1,319 
Unemployment rates Asuncicn Area (%) 7.5 8.0 
Consolidated Public Sector - - 
Deficit as a Percent of GP /6/ 8.0 Tat 


Money and Prices 


Mney Supply /1/2/ 135,355 173,131 
Consumer Price Index (1982) /7/ 132.0 171.6 


External Accounts 


Merchandise Exports (FOB) /1/4/5 357.7 
Merchandise Imports (CIF) /1/4/ 501.15 
Exports to the U.S. Percent Share (ROB) ‘ 
Imports from the U.S. Percent (CLF) 6.7 
Merchandise Trade Balance Share K0B/1/4 -127.4 
Qurrent Account Balance/1/4 -305.0 
Balance of Payments -100.0 
Extemal Debt Public § Private/3/4 1,773.0 
Debt Service Paid 175.5 
As a Percent of Exports 49.0 


Foreign Exchange Reserves/1/3/4/ 445.0 
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717 ¥stimates or projections. 

/2/ Millions of guaranies. 

/3/ End of period. 

/4/ Millions of U.S. dollars. 

/S/ Ebassy export estimates for 1985 and 1986 are at variance with last year's; 
this year's report estimates registered exports based qm volume and internatimal price, 
and not an lower government fixed dollar prices for exports. 

/6/ Includes deficit financed through the preterential exchange rate system. 

/7/ Uses Central Bank, Fetraban, and Hnbassy price estimates. 





BACKGROUND 


In the last five years, there has been a major decline in Paraguay's 
economic and financial performance in comparison with the high rates 
of growth experienced during 1976-81. Among the factors responsible 
tor the decline in economic activity are the end of the major 
construction phase of the Itaipu hydroelectric dam, the impact of 
adverse weather condition's on agriculture, and a general weakening 
of international prices for Paraguay's agricultural exports. Also, 
government economic reform measures have been insufficient, 
particularly regarding exchange rate and fiscal policies. The 
current economic situation is characterized by a slowdown in 
economic growth, high inflation rates (by Paraguayan standards), 
declining living standards, a flattening out of investment levels, 
and a deterioration in the balance of payments. 


In 1986, the Paraguayan economy was buffeted by severe drought, 
which generated major recessionary pressures and a slump in 

exports. However, 1987 offers a modest recovery as a consequence of 
improved weather and stronger international prices for Paraguay's 
key agricultural exports. While the Government has taken some steps 
over the past year to adjust exchange rates to more realistic 
levels, a continued complex, multiple exchange rate system penalizes 
exporters, represents costly subsidies for the public sector 
enterprises, and results in a misallocation of scarce economic 
resources. With excellent potential for continued development, the 


Paraguayan economy is in need of comprehensive reforms to ensure 
sustained recovery in the long term. 


PRODUCTION 


OUTPUT: In 1986, the Paraguayan economy contracted sharply, chiefly 
in response to a drought-induced decline in agricultural production, 
combined with weak international prices for Paraguay's key export 
commodities. The agricultural, livestock, and forestry sectors, 
which account for 25 percent of output, and employ nearly half of 
the country's labor force, declined in aggregate by about 8 

percent. Ine weather/price factors adversely affected cotton and 
soybeans, which are by far the most important crops, accounting for 
one half of agricultural production and as much as 70 percent ot 
total exports. The losses in the cotton and soybean crops were the 
principal factor responsible for the decline in the export sector, 
which fell by 12 percent. A pickup in registered exports tor beef 


and lumber prevented what could have been a precipitous decline in 
overall exports. 


The tight link between Paraguay's agricultural sector and the rest 
of the economy generated strong recessionary pressures throughout 
the economy. Sectors particularly hard hit during the 1986 
recession were: manufacturing (-5.0 percent), transportation (-6.0 
percent), and commerce and finance (-4.0 percent). ss the 


problem were public sector real expenditure declines of about 1 
percent. 
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Improved weather conditions in late 1986 and early 1987, and the 
resultant positive impact on agricultural output suggest a rebound 
in the economy in 1987. Moreover, a strengthening of international 
prices for cotton and soybeans, beginning in November 1986 and 
extending through mid-1987, points to a recovery in total exports of 
about 10 percent. April-May rain and frost conditions, and lower 
than anticipated crop plantings, particularly with regard to cotton, 
dampened what was initially expected to be a much stronger 
agricultural recovery. Other sectors of the economy are expected to 
benefit from the improved agricultural picture, although the 
existence of an overvalued exchange rate for exports compounded by 
sustained intlows of competitive unregistered imports (contraband) 
from neighboring countries and relatively sluggish consumer demand 
will also dim prospects for a return to 1985 output levels. Real 
economic growth of approximately 2 percent is expected for 1987, 
with per capita income registering a decline of 0.8 percent. 


ECONOMIC REFORM 


On September 22, 1986, the National Economic Policy Council 
announced the promulgation of a comprehensive economic retorm 
program. The plan contained a series of policy proposals on 
exchange rate, investment, and fiscal policies. Some of the key 
features of the plan were: a) major reform of the exchange rate 
regime with the goal of gradually moving towards a unitary, real 
market exchange rate system; b) formulation of new export, banking, 
and investment legislation aimed at creating major incentives to 
these key sectors of the economy; c) efforts to reduce the fiscal 
deficit through public sector expenditure and credit controls, as 
well as revenue measures including the creation of a new value added 
tax (VAT) and other tax reform legislation; and d) the issuance of 
government bonds aimed at providing new sources of funds to promote 
development of agriculture and industry. 


To date, apart from a modified version of the economic reactivation 
program's exchange rate proposals, no significant portions of the 
pian have been implemented. ine exchange rate measures were 
implemented in December 1986 and included the following: a) 
devaluation of the exchange rate for exports from 320 to 550 
guaranies per dollar; b) devaluation to the free market rate for 
private sector imports; c) the fixing of public sector petroleum 
products and agricultural imports at 400 guaranies per dollar; and 
d) devaluation from 160 to 240 guaranies per dollar for public 
sector repayment of the external debt. 


The exchange rate measures represent a step in the right direction, 
althougn the official exchange rate system is still a distortion of 
real market conditions. Beyond the exchange rate, however, is the 
need to adopt comprehensive economic reform. With little success, 
private sector umbrella organizations have consistently urged the 
adoption of the plan as originally proposed in an effort to 
Stimulate the economy. 





INFLATION 


In 1986, the consumer price index in Paraguay rose about 30 
percent. The principal driving torce behind inflation occurred in 
late 1985 and early 1986, when rapid expansion of the money supply 
(M1) caused demand-pull pressures to raise annualized prices above 
45 percent during the first 5 months of 1986. A return to monetary 
discipline in the second half of 1986 was successful in slowing the 
inflation rate to more acceptable levels. 


Fueled by the government-decreed increased rates for electricity, 
water, and telephone service, plus a major petroleum product price 
increase during December and January 1987, higher inflation returned 
in early 1987. The cost-push inflation produced by these price 
increases on public sector services quickly spread through the 
economy and were exacerbated by a government-legislated 20 percent 
across-the-board increase in the minimum wage on January 27. The 
14.4 percent devaluation in the parallel market guarani in the first 
5 months of 1987 also tended to sustain inflation by increasing the 
costs of imported commodities. Inflation is, however, expected to 
slow in the second half of 1987 and should settle at around 40 
percent tor tne year. While Paraguay's recent consumer price index 
increases are high compared to the country's traditionally low 
intlation levels, these price increases are significantly below 
those of its Southern Cone neighbors. 


WAGES 


Tne monthly minimum wage in Paraguay is fixed by government decree 
and must be reviewed by law if consumer price increases exceed 10 
percent. In 1986, in an effort to compensate the labor force for 
inflation's negative impact on nominal wage levels, the Government 
decreed two increases - 15 percent in February, and 20 percent in 
July. The cumulative 38 percent annual increase in the monthly 
minimum wage outpaced inflation. Nonetheless, average wage 
increases; i.e., the aggregate wage for all salary levels, was 
Significantly below the hikes in the monthly minimum wage. In urban 
areas average wages rose by only about 20 percent in 1986, which 
indicates a decline in real wages of approximately 10 percent. One 
independent economic study of Paraguayan living standards suggests 
that during 1982-86 purchasing power dropped in excess of 40 percent. 


The identical phenomenon of prices outpacing nominal wages continued 
to persist in the first half of 1987, despite a 20 percent increase 
in the minimum monthly wage in late January. While it is expected 
that another government-decreed wage increase should again raise 
annual cumulative minimum wage increases above 35 percent, the net 
change in real average wages points to further declines in living 
standards. In the rural sector, the sharp rise in wholesale prices 
paid to producers for export oriented agricultural products 
(soybeans and cotton) bodes well for a relative rise in some rural 
dwellers real income (although numerous farmers missed out on this 
opportunity due to reduced crop plantings for the 1986-87 harvest). 





UNEMPLOYMENT 


Reliable unemployment statistics for Paraguay are unavailable, 
except for the Asuncion metropolitan area. While unemployement has 
increased over the last 5 years, as a result of a rapid rise in 
tabor torce growth coupled with a sluggish economy, various factors 
mitigate greater hard-core unemployment: a) labor legislation 
provides strong disincentives for employers to dimiss workers; and 
b) the number of surplus workers who manage to obtain employment in 
neighboring Argentina has significantly increased. 


INVESTMEN1 


The erratic performance of the Paraguayan economy since 1983, 
characterized by sharp declines in real aggregate output 
intermingled with modest recoveries, has not been propitious for 
investment. The years 1983, 1985, and 1986 have been characterized 
by declining levels ot real capital formation. It is estimated that 
Since 1982 gross domestic investment as a percentage of GDP has 
declined from 35 percent of GDP to 20 percent. This situation is 
unlikely to be quickly reversed in the near term. 


On the positive side is the speeding up in 1986 and 1987 of 
construction work on the Yacyreta hydroelectric project with 
Argentina. lhe signing in June 1987 of the $400 million U.S. 


Export-Import Bank financed turbine contract assures financing of up 
to 85 percent ot the huge $6.5 billion project. The major work 
currently being conducted is civil work construction on the turbine 
powerhouse and the spillway. Paraguayan firms are estimated to have 
contracts related to the project at more than $150 million over the 
next 4 years. 


Another positive development in the investment picture is the 
ongoing oil exploration activities being conducted in the Chaco, 
where about $50 million have been invested in seismic and oil 
drilling activities. The increase in Japanese bilateral assistance 
which includes financing for a new international airport in Ciudad 
Presiaente Stroessner, as well as construction of a new large 
electric power line and a number of projects in the agroindustrial 
sector, also bodes well for investment prospects. Finally, the 
agreement reached between Paraguay and the World Bank and the 
Interamerican Development Bank on fixing the exchange rate on 
project disbursements to the current export exchange rate could 
result in new financing on a number of projects in the agricultural 
and transport sectors. 


It must be noted, however, that uncertainty regarding Paraguay's 
political future is a new element in limiting sustained foreign 
investment levels. This tactor is likely to grow in importance in 
the coming years. 





FISCAL 


In 1986, the Government attempted to deal with its fiscal deficit 
proolem by holding down expenditures and allowing public sector 
wages to decline in real terms. fhe continued Central Bank 
subsidies ot the public sector enterprises, however, represent a 
major strain on public finances. Many of these publicly owned 
entities are big money losers and contribute to a misallocation of 
scarce economic resources. The continued maintenance of 
preferential exchange rates for public sector imports and external 
debt repayments represents a significant "hidden deficit", which 
must be financed by a drawing down on Central Bank net reserves, 
and, if accounted for, balloons the consolidated public sector 
deficit from 4 percent of GDP to 7 percent of GDP. These subsidies 
are temporarily bottling-up much stronger inflationary pressures 
which, it let out, could push price increases into triple 
digits--either through dramatically increased consumer costs for 
public sector utilities and services and petroleum products, or 
through monetary emission. Unfortunately, the current policy of 
subsidies represents stopgap measures and fails to address the root 
causes of the problem, which would require medium-term restructuring 
of the public sector enterprise system. 


BANKING 


The commercial banking system remains hampered by an unrealistic 
interest rate structure caused by ceilings on nominal loan and 
deposit rates. Banks which play by the rules are required to devote 
an undue percentage of their loan portfolios to "productive sector 
loans" with maximum legal interest rates of 17 percent, while 
inflation was almost double that level in 1986. Other loans are 
subject to 24 percent interest rate ceilings. Similarly, deposit 
rates are restricted to 12 percent. In addition, the Central Bank's 
tight credit policies have reduced rediscount lending, and it 
maintains prohibitively high reserve requirements (52 percent on 
demand deposits, and 40 percent on savings deposits). Banking 
activity is also hampered by a 1.7 percent capital transactions tax 
that is a major fiscal disincentive to over the table operations. 
Moreover, the downturn in economic activity in the past several 
years has increased the proportion of the commercial banks' 
non-performing loans and has added to their commercial banks' 
unimpressive performance. 


The maintenance of negative interest rates on deposits is a threat 
to the banking system's deposit base. Fortunately, ‘money illusion" 
among a Significant proportion of Paraguayan depositors has 
minimized declines in deposit levels. In 1986, bank deposits 
expanded by 23 percent, which in real terms suggests only a modest 
(7 percent) decline in public and private sector liabilities with 
the banks. On the up side are the registered increases of dollar 
deposits in the commercial banking system beginning in 1985 and 
continuing tnrough the first halt ot 1987. 
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while deposits have remained relatively stable, private sector 
credit demand remains weak and has been a contributing factor in the 
growth ot excess liquidity in the banking system. In May 1987, in 
an etfort to reduce the availability of cash, the Central Bank 
issued a resolution calling for a sharp reduction in public sector 
enterprises' time and savings deposit holdings in the commercial 
banking system. In accordance with the resolution, the public 
sector enterprises must reduce current deposits by 60 percent within 
a 90 day period. This excess liquidity is subject to a 100 percent 
reserve requirement witn the Central Bank. Ihis resolution 
represents a monetary tool aimed at reducing money supply, thus 
Stablizing the weak guarani as well as easing intlation. however, 
without a return to positive real interest rates in 1987, major 
losses in deposits are foreseen. 


BALANCE OF PAYMENTS 


BACKGROUND: Paraguay sustained strong balance-of-payments surpluses 
during 1975-81, while at the same time maintaining a deficit in its 
trade and current accounts. Tne principal factor allowing for the 
positive overall balance was the result of large capital inflows 
derived from the construction of the huge Itaipu hydroelectric 
project in partnership with Brazil. With the end of the heavy 
construction phase of the Itaipu project and a commensurate decline 
in foreign exchange receipts, Paraguay has suffered severe 
balance-of-payments problems in each year since 1982. Project 
related capital inflows, which reached $450 million in 1981, 
declined to an estimated $80 million in 1986. Other factors which 
adversely affected the balance of payments were a drop in the 
international prices for Paraguay's chiet exports and the 
maintenance of a highly overvalued exchange rate. Moreover, in 
1986, weather conditions aaversely atfected crop production, which 
further accentuated the decline in the trade balance. In the 
Capital account, long term capital flows slumped in 1986 as a result 
of a drop in external borrowing by the public sector, as well as 
reduced disbursement from international financial institutions. In 
1986, the overall balance of payments balance was estimated at $250 
million in deficit. 


MERCHANDISE TRADE AND FOREIGN EXCHANGE 


Paraguay's agriculturally based exports suffered a major downturn in 
1986 due to drought and low international prices. In addition, the 
continued maintenance of a highly unrealistic otticial exchange rate 
for exports (the real market rate hovered in the 580-725 guarani per 
dollar range) has helped to weaken this important sector of the 
economy. In an effort to compensate exporters for the unrealistic 
exchange rate, the Central bank lowered the minimum fixed dollar 
price (aforo) for exports below the going international price, and 
tnus reduced the amount of foreign exchange that exporters were 
required to turn into the Genteat Bank. The lowering of aforo 
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prices increased the amount of dollars at the tree market rate that 
exporters retained, and in effect raised the effective exchange rate 
to more realistic levels. The application of this policy, however, 
Sharply reduced Central Bank foreign exchange earnings from around 
$350 million in 1985 to $227 million in 1986, and this reduced 
amount was significantly below actual 1986 total export earnings, 
which were about $316 million. Also, the excess foreign exchange 
retained by exporters flowed into the parallel market and was a 
major factor responsible for the revaluation of the guarani in 1986. 


The December 1986 devaluation of the ofticial exchange rate, 
especially the tixing of the export rate to 550 guaranies per 

dollar, diminished the gap between the otficial and parallel rates 
and enabled the Central Bank to raise aforo prices for exports to 
more closely reflect international prices. ihis factor, combined 
with the recovery in agricultural output, suggests that in 1987 
Central Bank foreign exchange earnings from exports should increase 
by an impressive 50-60 percent over 1986 levels. Nonetheless, real 
registered exports, i.e. tnose based on volume and international 
price, should reflect a 10 percent recovery in total export earnings. 


THE EXTERNAL DEB} 


During 1981-86, Paraguay's disbursed external public and private 
debt increased from $1.0 billion to $1.96 billion, representing a 96 
percent jump in external debt obligations. Similarly, external debt 
service obligations ballooned from around $100 million per year to 
over $250 million in 1986. In 1986, Paraguay paid $214.7 million in 
debt service, of which $123.3 million and $91.4 million, 
respectively, were paid on principal and interest. In terms of 
actual payments, Paraguay's debt service ratio as a percentage of 
Central Bank registered exports climbed to 95 percent in 1986. 
However, in terms of registered export volumes based on 
international prices for Paraguay's total exports, the debt service 
ratio is considerably less, accounting for approximately 66 percent 
ot exports. In 1987, total disbursed debt obligations are expected 
to reach above the $2 billion mark, with debt service obligations 
increasing to $270 million. 


Despite the heavier debt burden, Paraguay has continued to service 
its debt, while avoiding across-the-board rescheduling agreements 
with international creditors. Tne Government has conducted ad hoc 
rescheduling agreements with some of its creditors, including a 
major agreement with its largest bilateral creditor, Brazil. 
Nonetheless, the heavy burden of these external obligations has 
strained Central Bank foreign exchange reserves and torced Paraguay 
into total arrears estimated at above $125 million. 


Of total external debt, $1.85 billion is public sector debt. Of 
this debt, approximately 38 percent was held by the Central 
Government and an additional 60 percent was owed by the public 
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sector enterprises. The largest debtors are: 1) the national 
electric company (ANDE), with $297 million or 12 percent of total 
debt; 2) the national steel company (ACEPAR), with $230 million or 
9.5 percent of total debt; and 3) the national cement company (INC), 
with $227 million or 9.5 percent of total debt. Private sector debt 
is a minimal 2 percent of Paraguayan total foreign debt. 


Among Paraguay's principal multilateral creditors are the 
Inter-American Development Bank ($430 million) and the World Bank 
Group ($410 million). Of the bilateral creditors, Brazil is the 
largest lender, with a credit balance of $400 million, and Japan is 
second with $170 million. 


COMMERCIAL IMPLICATIONS FOR THE UNITED STATES 


U.S. exports to Paraguay have increased sharply during the last few 
years, from $37 million in 1983 to $190 million in 1986. A large 
portion ot U.S. exports to Paraguay are "in-transit" to Brazil and 
Argentina. The weakened U.S. dollar could result in a slightly 
higher level of Paraguayan imports from the United States and 
increase our trade surplus with Paraguay. The Paraguayan market for 
agricultural machinery and equipment, electronics and automobiles - 
areas into which the Japanese and Europeans have made significant 
inroads during 1981-86 - should begin to move in our tavor. 
Assuming continued depressed dollar values in 1987-89, the U.S. 
share of the export market should increase against industrialized 
country competitors. However, Brazil and Argentina are likely to 
attempt to expand their market share in some of these areas and 
should remain highly competitive. Moreover, Paraguay's mounting 
external debt problems will reduce foreign exchange available for 
imports. 


Areas which otfer promising opportunities for U.S. exporters include 
pharmaceuticals, synthetic textile fabrics, agricultural equipment 
and machinery, computers and peripherals, and business equipment. 


Major projects in progress with potential for U.S. business are: 


A. In February 1987, the Inter-American Development Bank approved 
$68 million in credits for the expansion otf Asuncion's water 
system. The Embassy will issue a report covering this project. 


B. In April 1987, the construction of the international airport at 
Ciudad Presidente Stroessner began. The Japanese are providing $80 
million in financing, and although a Spanish firm is expected to 
take the major share of the construction and equipment contracts, 
this is a big ticket item that has excellent opportunities for U.S. 
firms. 


C. Although the French are financing a $60 million public hospital, 
U.S. firms have possibilities to participate in this project. 
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D. The large Yacyreta Paraguayan-Argentine hydroelectric project, 
located several hundred miles downstream from the huge Itaipu 
project, has been under construction since late 1983. While civil 
works activity has been slow, it has picked up since the beginning 
of 1987. The estimated cost of this project is around $5 billion. 
A U.S. firm already provides design and consulting engineering 
services for the project. With $400 million in Eximbank financing, 
a U.S. firm has the contract for the construction of the turbines, 
although last year this firm (Allis Chalmers) was purchased by 
German interests. In any case, the turbines will be produced in the 
United States, and other U.S. firms have already supplied 
construction equipment. 
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